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EXECUTIVE  SUMMARY 


This  report,  prepared  for  the  Massachusetts  Special  Commission  on  Business  Tax  Policy, 
describes  the  Massachusetts  insurance  industry,  evaluates  the  current  Massachusetts 
insurance  tax  rules,  and  assesses  several  proposals  to  change  the  insurance  tax  rules. 

The  analysis  employs  criteria  or  goals  conventionally  used  in  evaluating  business  tax 
policies:  equity,  competitiveness,  simplicity,  and  revenue.  Making  trade-offs  between  the 
four  policy  goals  is  especially  difficult  in  state  insurance  taxation  due  to:  (1)  the  uncertainty 
about  the  measure  of  insurance  companies'  economic  income,  (2)  uncertainty  about  who 
bears  the  burden  of  insurance  company  taxes,  and  (3)  the  unique  system  of  insurance 
retaliatory  taxes. 

In  Massachusetts  as  in  other  states,  insurance  company  taxation  differs  from  the  taxation  of 
other  business.  The  current  Massachusetts'  insurance  tax  rules  are  relatively  unique  in  that 
domestic  insurers  (companies  domiciled  in  Massachusetts)  are  subject  to  a  separate 
investment  income  tax  in  addition  to  the  premium  tax.  In  contrast,  foreign  insurance 
companies  (domiciled  in  other  states)  are  only  subject  to  the  Massachusetts  premium  tax. 
Unlike  most  of  the  other  17  states  that  tax  insurance  income,  Massachusetts  does  not  provide 
a  credit  for  investment  income  taxes  paid  against  the  premium  tax,  a  credit  for  premium 
taxes  against  the  investment  income  tax,  or  lower  premium  tax  rates. 

The  tax  rules  in  Massachusetts  apply  different  rules  to  insurance  companies  versus  non- 
insurance  companies,  domestic  insurers  versus  foreign  insurers,  and  life  insurance 
companies  versus  property /casualty  insurance  companies.  It  is  difficult  to  assess  the  equity 
across  industries  without  an  empirical  quantification  of  comparable  effective  tax  rates. 

The  tax  rules  in  Massachusetts  place  domestic  insurers  at  a  competitive  disadvantage  to 
foreign  insurers.  Domestic  insurers  would  be  expected  to  have  a  smaller  market  share  than 
if  taxed  similar  to  foreign  insurers.  Measuring  the  extent  to  which  a  lower  market  share  is 
attributable  to  the  current  tax  rules  was  beyond  the  scope  of  this  report. 

Proposals  to  equalize  the  treatment  of  domestic  and  foreign  insurers  require  trade-offs 
between  equity,  competitiveness,  and  revenue.  If  taxes  on  domestic  insurers  were  reduced, 
state  tax  revenues  would  decline  and  the  tax  burden  of  insurance  companies  relative  to  non- 
insurance  companies  would  change.  If  taxes  on  foreign  insurers  were  increased,  the 
competitiveness  of  domestic  insurers  selling  in  other  states  would  be  adversely  affected  due 
to  higher  retaliatory  taxes. 


I.      INTRODUCTION 

In  Massachusetts  as  in  other  states,  insurance  company  taxation  differs  from  the  taxation  of 
other  businesses.  However,  insurance  taxation  in  Massachusetts  has  features  that  set  it  apart 
from  most  other  states.  Furthermore,  these  features  differ  by  type  of  insurance  company. 
As  part  of  its  mission,  the  Massachusetts  Special  Commission  on  Business  Tax  Policy  must 
examine  the  state's  taxation  of  insurance  companies. 

This  report  contains  background  information  and  policy  analysis  to  assist  the  Commission 
in  this  task.  The  analysis  employs  criteria  conventionally  used  in  evaluating  tax  policies: 
equity,  competitiveness,  simplicity,  and  revenue.  The  report  examines  the  current  law  with 
regard  to  these  criteria  as  well  as  changes  in  the  law  that  might  improve  the  tax  structure 
with  respect  to  at  least  some  of  these  criteria. 

The  criteria  employed  in  this  analysis  often  involve  tradeoffs.  For  example,  competitiveness 
which  often  is  related  to  the  size  of  the  overall  tax  burden  will  be  at  odds  with  a  state's  need 
for  adequate  revenues.  Oftentimes,  equity  and  simplicity  are  at  variance.  In  the  case  of 
state  insurance  taxation,  equity  and  competitiveness  are  difficult  to  satisfy  simultaneously. 

The  nature  of  the  insurance  industry  sets  it  apart  from  other  types  of  businesses  and  affects 
the  application  of  these  criteria  in  evaluating  the  taxation  of  the  industry.  The  existence  of 
retaliatory  taxes  also  has  a  significant  constraining  effect  on  state  insurance  tax  policy. 

The  report  contains  the  basic  information  required  for  policy  analysis.  The  second  section 
includes  a  description  of  the  insurance  industry  in  Massachusetts,  the  Massachusetts' 
insurance  tax  rules  as  well  as  salient  features  of  other  states'  taxes.  The  third  section 
includes  a  discussion  of  the  policy  criteria  and  analysis  of  key  issues  regarding  each  of  the 
criteria.  The  fourth  section  includes  an  assessment  of  several  policy  options  to  change 
Massachusetts'  insurance  tax  rules. 


H.    THE  MASSACHUSETTS  INSURANCE  INDUSTRY 

This  section  provides  a  brief  description  of  the  nature  of  the  insurance  business  and  statistics 
that  indicate  the  size  and  importance  of  this  business  in  Massachusetts. 

The  insurance  industry  plays  a  unique  role  in  the  U.S.  economy.  The  industry  helps  protect 
individuals  and  organizations  against  potentially  substantial  personal  or  business  losses  by 
diversifying  risks  over  a  large  segment  of  the  population.  Products  and  activities  of  the 
industry  include  life  and  health  insurance,  retirement  income,  property  insurance  protection, 
and  business  income  protection.  The  salutary  effects  of  insurance  company  activities  include 


preventive  measures  that  affect  longevity  and  health  and  lower  the  risks  associated  with 
accidents  and  fires. 

Major  types  of  insurance  include:  property  and  casualty,  life,  health,  and  reinsurance.  A 
reinsurer  insures  the  risks  being  underwritten  directly  by  other  insurance  companies.  The 
other  categories  are  discussed  briefly,  below. 

Property  and  casualty  insurance  companies  are  the  most  numerous  type  of  insurance 
companies  nationwide  with  3,875  in  1992.  Of  these,  52  are  domiciled  in  Massachusetts. 
Nationally,  property  and  casualty  insurance  premiums  totaled  over  $230  billion  in  1991, 
with  $7  billion  in  Massachusetts.  The  single  largest  category  within  this  business  is 
automotive  insurance.  Other  major  lines  include  workers'  compensation  insurance  and 
homeowner  insurance. 

Life  insurance  companies  comprise  the  second  largest  segment  of  the  industry  with  2,127 
nationwide  and  16  domiciled  in  Massachusetts  in  1992.  These  companies  offer  individual 
and  group  term  life  insurance,  permanent  life  insurance  that  combines  savings  and  term 
insurance,  and  credit  life  insurance  to  cover  outstanding  debt.  These  companies  also  sell 
both  individual  and  group  pension  annuities  and  most  of  the  purchased  health  insurance. 
In  1991,  life  insurance  premiums  exceeded  $71  billion  nationally,  with  nearly  $1.9  billion 
in  Massachusetts. 

Health  insurance  comprises  a  substantial  share  of  the  overall  insurance  market.  Most 
commercial  health  insurers  are  also  life  companies.  Health  insurance  premiums  by  life 
companies  exceeded  $57  billion  in  1991  with  about  $1.3  billion  in  Massachusetts.  Blue 
Cross-Blue  Shield  plans  provide  a  substantial  portion  of  the  total  health  insurance  market. 
Self-funded  employer  plans  and  prepayment  plans  with  health  maintenance  organizations 
(HMOs)  also  play  significant  roles  in  providing  consumers  with  health  insurance  coverage. 

Tables  1  and  2  summarizes  information  on  insurance  premium  volume  by  state  for  1991  and 
the  number  of  property  and  casualty  and  life  insurance  companies  domiciled  by  state  in 
1992. 


TABLE  1 

NUMBER   OF    DOMICILED    INSURANCE   COMPANIES    BY    STATE 

LIFE 

PROPERTY/CASUALTY 

INSURANCE  COMPANIES     1/ 

INSURANCE  COMPANIES  2/ 

STATES 

NUMBER                    PERCENT 

NUMBER                    PERCENT 

Alabama 

28                           1.32% 

35                           0.90% 

Alaska 

1                          0.05% 

10                           0.26% 

Arizona 

667                         31.36% 

41                            1.06% 

Arkansas 

31                            1.46% 

29                          0.75% 

California 

51                           2.40% 

169                           4.36% 

Colorado 

27                           1.27% 

46                           1.19% 

Connecticut 

24                           1.13% 

46                           1.19% 

Delaware 

61                          2.87% 

84                           2.17% 

District  of  Columbia 

5                          0.24% 

14                           0.36% 

Florida 

45                          2.12% 

94                          2.43% 

Georgia 

27                          1.27% 

56                          1.45% 

Hawaii 

6                          0.28% 

14                          0.36% 

Idaho 

5                          0.24% 

11                          0.28% 

Illinois 

80                          3.76% 

286                           7.38% 

Indiana 

50                          2.35% 

124                          3.20% 

Iowa 

35                          1.65% 

193                          4.98% 

Kansas 

15                          0.71% 

39                          1.01% 

Kentucky 

19                          0.89%. ' 

39                          1.01% 

Lousiana 

98                          4.61% 

31                          0.80% 

Maine 

5                           0.24% 

7                          0.18% 

Maryland 

19                          0.89% 

44                          1.14% 

Massachusetts 

16                          0.75% 

52                          1.34% 

Michigan 

26                          1.22% 

66                          1.70% 

Minnesota 

26                          1.22% 

176                          4.54% 

Mississippi 

28                          1.32% 

15                          0.39% 

Missouri 

48                          2.26% 

208                          5.37% 

Montana 

4                          0.19% 

15                          0.39% 

Nebraska 

25                          1.18% 

89                          2.30% 

Nevada 

2                           0.09% 

5                          0.13% 

New  Hampshire 

3                           0.14% 

38                          0.98% 

New  Jersey 

13                           0.61% 

56                          1.45% 

New  Mexico 

5                           0.24% 

3                          0.08% 

■■'■' 

New  York 

86                           4.04% 

230                          5.94% 

North  Carolina 

23                            1.08% 

78                          2.01% 

North  Dakota 

11                            0.52% 

41                           1.06% 

Ohio 

48                          2.26% 

161                          4.15% 

Oklahoma 

46                           2.16% 

55                          1.42% 

Oregon 

5                          0.24% 

19                          0.49% 

Pennsylvania 

56                          2.63% 

208                         5.37% 

Rhode  Island 

5                          0.24% 

21                          0.54% 

South  Carolina 

19                           0.89% 

28                          0.72% 

South  Dakota 

6                          0.28% 

52                          1.34% 

Tenessee 

24                            1.13% 

58                          1.50% 

Texas 

216                          10.16% 

276                          7.12% 

Utah 

16                           0.75% 

11                          0.28% 

Vermont 

4                           0.19% 

178                           4.59% 

Virginia 

13                           0.61% 

49                          1.26% 

Washington 

21                            0.99% 

27                          0.70% 

West  Virginia 

1                           0.05% 

47                            1.21% 

Wisconsin 

30                            1.41% 

192                          4.95% 

Wyoming 

2                           0.09% 

9                          0.23% 

All  U.S. 

2,127                        100.00% 

3,875                       100.00% 

1/   Data:  Mid-year  1991;  Source:  1992  Life  Insurance  Fact  Book. 

2/   Data:  Early  1992;  Source 

:  The  Fact  Book  1993,  Property/Casualty 

Insurance  Facts. 

TABLE  2 

INSURANCE  PREMIUMS   BY 

STATE,    1991 

STATES 

INSURANCE   PREMIUMS 

($MILL) 

PREMIUMS   PER  CAPITA  ($) 

PROPERTY  &. 
CASUALTY 

LIFE 
INSURANCE 

HEALTH  BY 
LIFE  CO. 

PROPERTY  &          LIFE 
CASUALTY    INSURANCE 

HEALTH  BY 
LIFE  CO. 

Alabama 

3,047 

1,115 

715 

745                    273 

175 

Alaska 

716 

121 

230 

1,256                    212 

404 

Arizona 

2,931 

897 

818 

782                    239 

218 

Arkansas 

1,813 

484 

404 

764                    204 

170 

California 

32,316 

6,974 

6,348 

1.064                    230 

209 

Colorado 

3,064 

943 

819 

907                    279 

243 

Connecticut 

4,385 

1.383 

1,111 

1,332                   420 

338 

Delaware 

808 

347 

165 

1.188                    510 

243 

District  of  Columbia 

771 

224 

347 

1.289                   375 

580 

Florida 

11,464 

3,338 

3,393 

863                   251 

256 

■ 

Georgia 

5,935 

2,587 

1,730 

896                   391 

261 

Hawaii 

1,397 

352 

117 

1,231                   310 

103 

Idaho 

733 

261 

125 

705                   251 

120 

Illinoii 

1 1 ,026 

4,011 

3,689 

955                   347 

320 

Indiana 

5,244 

1,683 

1,324 

935                   300 

236 

Iowa 

2,271 

924 

646 

813                   331 

231 

■ 

Kansas 

2,080 

775 

550 

834                   311 

220 

■:■•.  :■ 

Kentucky 

2,655 

874 

592 

715                   235 

159 

Lousiana 

3,624 

1,154 

987 

852                   271 

232 

Maine 

1,136 

253 

255 

920                   205 

206 

Maryland 

4,309 

1,348 

897 

887                   277 

185 

Massachusetts 

7,214 

1,883 

1,275 

1,203                   314 

213 

Michigan 

8,526 

2,371 

1,481 

910                    253 

158 

Minnesota 

4,115 

1,177 

'OS 

928                   266 

182 

Mississippi 

1,773 

569 

513 

684                   220 

198 

Missouri 

4,353 

1.520 

1,376 

844                    295 

267 

Montana 

597 

185 

165 

739                   229 

204 

Nebraska 

1,359 

518 

479 

853                   325 

301 

Nevada 

1,067 

247 

260 

831                    192 

202 

New  Hampshire 

1,138 

302 

237 

1,030                   273 

214 

New  Jersey 

8,003 

3,101 

2,878 

1,031                    400 

371 

New  Mexico 

1,124 

307 

283 

726                   198 

183 

New  York 

18,761 

6,258 

5,540 

1,039                   347 

307 

North  Carolina 

4,913 

1,947 

1,470 

729                   289 

218 

North  Dakota 

490 

171 

112 

772                   269 

176 

Ohio 

7,271 

3,349 

2,230 

665                   306 

204 

Oklahoma 

2,271 

700 

653 

715                   220 

206 

Oregon 

2,731 

596 

388 

935                   204 

133 

Pennsylvania 

11,830 

3,764 

1,803 

989                   315 

151 

Rhode  Island 

1,098 

298 

97 

1,094                   297 

97 

South  Carolina 

2,609 

971 

717 

733                   273 

201 

South  Dakota 

573 

208 

190 

815                   296 

270 

Tenessee 

3,800 

1,272 

1,174 

767                   257 

237 

Texas 

17,060 

4,270 

4,304 

983                   246 

248 

Utah 

1,016 

387 

202 

574                    219 

114 

Vermont 

574 

154 

116 

1,012                    272 

205 

Virginia 

4,778 

1,848 

1,113 

760                    294 

177 

Washington 

3,826 

1,019 

716 

762                    203 

143 

West  Virginia 

1,120 

400 

341 

622                    222 

189 

Wisconsin 

4,167 

1,264 

1,076 

841                    255 

217 

Wyoming 

315 

111 

86 

685                    241 

187 

All  U.S. 

$230,197 

$71,215 

$57,342 

$913                  $282 

$227 

Source:    American  Council  of  Life  Insurance,  1992  Life  Insu 
and  1992  Statistical  Abstract. 

ranee  Fact  Book; 

Best's  Aggregates  &  Averages  1992, 

Property  &.  Casualty; 

m.  STATE  TAXATION  OF  INSURANCE  COMPANIES 

A.     State  Insurance  Taxation  Generally 

All  states  impose  premiums-based  taxes  on  insurance  companies.  Eighteen  states,  including 
Massachusetts,  also  impose  taxes  based  upon  some  measure  of  income.  Table  3  summarizes 
the  key  features  of  state  insurance  tax  rules. 

Premium  Taxation 

Though  all  states  employ  a  premiums-based  tax,  the  definition  of  what  constitutes  a  taxable 
premium  varies  from  state  to  state.  For  example,  some  states  include  fees  for  administrative 
services  or  service  charges  in  the  premiums  base. 

Premium  tax  rates  varied  from  0  percent  to  4.7  percent  in  1992.  Variations  occur  by  type 
of  company,  line  of  business  and  whether  a  company  is  a  foreign  (not  domiciled  in  the  state 
of  the  policyholder)  or  domestic  insurer.  A  number  of  states  provide  lower  tax  rates  or 
special  tax  credits  targeted  to  insurers  either  domiciled,  having  a  home  office,  or  making 
significant  investments  in  the  state. 

Premium  taxes  represented  2.5  percent  of  total  state  revenues  in  1991.  As  a  percentage  of 
insurance  premiums  (excluding  annuities),  premium  taxes  averaged  2.14  percent  in  1991. 

Income  Taxation 

The  18  states  that  tax  insurance  company  income  typically  refer  to  federal  taxable  income 
as  a  starting  point  for  calculating  state  taxable  income.  Considerable  effort  as  been 
expended  at  the  federal  level  to  adjust  the  regulatory  accounting  rules  used  for  the  insurance 
industry  to  compute  federal  taxable  income.  States  require  companies  to  submit  financial 
reports  in  a  uniform  format  principally  to  regulate  solvency  concerns  rather  than  to  serve 
as  a  basis  for  calculating  taxable  income.  Although  federal  tax  rules  typically  serve  as  a 
starting  point,  states  including  Massachusetts  have  adopted  taxable  income  bases  that  deviate 
from  the  federal  taxable  income  base. 

The  dominance  of  premium  taxation  can  be  seen  from  the  small  number  of  states  that  collect 
any  significant  revenue  from  taxing  insurance  income.  Most  of  the  states  with  an  income 
tax  permit  a  company  to  take  a  credit  for  their  income  tax  against  the  premium  tax  or  a 
credit  for  their  premium  tax  against  the  income  tax.  A  credit  effectively  eliminates  the 
income  tax  for  companies  with  any  significant  direct  written  premiums  in  the  state. 


TABLE   3 

SUMMARY   OF   STATE  INSURANCE  TAXATION,    1992 

PREMIUM   LIFE                  PREMIUM   P&C                        INCOME  OR 

STATES                                          TAX  RATE                           TAX  RATE                    FRANCHISE  TAX  2/ 

Alabama                                           3.00%  /  1.00%                       4.00%  /  1.00%                           Yes/Credit 

Alaska                                                   2.70%                                     2.70%                                        No 

Arizona                                                      2.00%                                         2.00%                                            No 

Arkansas                                                 2.50%                                       2.50%                                          No 

California                                             2.35%                                     2.35%                                        No 

Colorado                                          2.25%  /  1.00%                        2.25%  /  1.00%                                  No 

..  ;.:- 

Connecticut                                           2.00%                                     2.00%                      Dom.  Only /limited  credit 

:"".- 

Delaware                                              2.00%                                     2.00%                                        No 

District  of  Columbia                              2.75%                                       2.75%                                          No 

Florida                                                  1.75%                                     1.75%                                  Yes/Credit 

Georgia                                               2.25%                                   2.25%                                      No 

Hawaii                                                  2.75%                                     4.70%                                        No 

Idaho                                                   3.00%                                   3.00%                                      No 

-.;-■. 

Illinois                                            2.00%  /  0.00%                       2.00%  /  0.00%                          Yes/Credit 

Indiana                                             2.00%  /  0.00%                        2.00%  /  0.00%                           Dom.  Only 

Iowa                                                      2.00%                                     2.00%                                        No 

Kansas                                              2.00%  /  1.00%                        2.00%  /  1.00%                           Dom.  Only 

Kentucky                                        3.50%  /  0.00%                       3.50%  /  2.50%                                No 

:«:: 

Lousiana                                               2.25%                                     3.00%                                  Yes/Credit 

Maine                                                      2.00%                                       2.00%                                          No 

Maryland                                                 2.00%                                       2.00%                                          No 

Massachusetts                                       2.00%                                     2.28%                                 Dom.  Only 

Michigan*                                            1.33%                                     1.33%                                        No 

Minnesota                                             2.00%                                     2.00%                                  Yes/Credit 

Mississippi                                            3.00%                                     3.00%                                  Yes/Credit 

,.-: 

Missouri                                                2.00%                                     2.00%                                        No 

Montana                                                2.75%                                     2.75%                                  Yes/Credit 

Nebraska                                               1.00%                                     1.00%                                  Yes/Credit 

Nevada                                                     3.50%                                       3.50%                                          No 

New  Hampshire                                     2.00%                                       2.00%                                   Yes/Credit 

New  Jersey                                           2.10%                                     2.10%                                        No 

New  Mexico                                         3.00%                                     3.00%                                        No 

New  York                                               0.80%                                       1.30%                                    Yes,  cap* 

North  Carolina                                      1.90%                                     1.90%                                  Yes/Credit 

North  Dakota                                          2.00%                                       1.75%                                          No 

Ohio                                            2.50%/ 0.00%*                    2.50%/ 0.00%*                              No 

Oklahoma                                              2.25%                                     2.25%                                        No 

Oregon                                           2.25%/ 0.00%                       2.25%/ 0.00%                          Dom.  Only 

Pennsylvania                                         2.00%                                     2.00%                                        No 

Rhode  Island                                         2.00%                                     2.00%                                        No 

South  Carolina                                        0.75%                                       1.25%                                          No 

South  Dakota                                        2.25%                                     2.25%                                        No 

Tennessee                                         2.00%  /  1.75%                               2.50%                                   Yes/Credit 

Texas                                                     2.20%                                     3.50%                                        No 

Utah                                                      2.25%                                     2.25%                                        No 

Vermont                                                  2.00%                                       2.00%                                          No 

- 

Virginia                                                   2.25%                                       2.25%                                          No 

Washington                                           2.00%                                     2.00%                                        No 

West  Virginia                                          3.00%                                       3.00%                                          No 

Wisconsin                                             2.00%                              2.00%  /  0.00%                     Dom.  P&C  Only 

Wyoming                                               1.60%                                     1.60%                                        No 

1/  General  Rale;  Differential  rales  may  apply  to  specific  products;  Rale  applicable  lo  foreign  insurers  listed  first,  where  applicable. 

2/   Credit  for  premium  tax  against  income  tax  or  vice  versa,  or  rules  provide  the  equivalent  of  a  credit 

Source:    Commerce  Clearing  House.  Slate  Tax  Reporter,  Various  Issues  and  Multistate  Corporate  Income  Tax  Guide. 

*    Michigan's  Single  Business  Tax  taxes  gross  receipts,  including  premiums;  New  York  limits  combined  premium  and  franchise 

tax  lo  2.6%  of  premiums:  Ohio  insurers  have  option  of  foreign  premium  tax  rale  or  capital  and  aurplus  lax. 

Only  Massachusetts,  Connecticut,  Kansas  and  New  York  tax  both  premiums  and  income 
without  a  credit  offsetting  the  other  tax.  Connecticut  provides  a  credit  of  80  percent  of  the 
corporate  business  tax,  but  only  to  small  domestic  companies  that  write  a  majority  of  the 
premiums  in  the  state.  Kansas  taxes  its  domestic  insurers  that  pay  the  privilege  tax  at  a 
lower,  one  percent  premium  tax  rate.  New  York  caps  the  combined  income  and  premium 
tax  at  2.6  percent  of  premiums  and  provides  a  credit  for  90  percent  of  retaliatory  taxes  paid 
to  other  states. 

Retaliatory  Taxation 

A  feature  unique  to  state  taxation  of  insurance  companies  is  the  retaliatory  tax.  An  example 
best  illustrates  the  workings  of  retaliatory  insurance  taxes.  For  example,  the  state  of  Ohio 
has  a  2.5  percent  premium  tax  on  foreign  insurers  and  Massachusetts  has  a  2  percent 
premium  tax  on  foreign  insurers.  A  company  domiciled  in  Ohio  but  doing  business  in 
Massachusetts  would  owe  Massachusetts  a  0.5  percent  retaliatory  tax  on  premiums  generated 
from  customers  in  Massachusetts  in  addition  to  Massachusetts'  2  percent  premium  tax.  To 
determine  the  retaliatory  tax  rate,  states  increasingly  include  income  taxes,  fees  and  in  some 
cases  guarantee  fund  assessments  in  addition  to  premium  taxes. 

Retaliatory  taxes  were  enacted  when  most  states  had  discriminatory  taxation  of  foreign 
insurers.  The  system  was  designed  to  reduce  barriers  to  interstate  markets  of  domestic 
insurers.  One  of  the  effects  of  retaliatory  taxation  is  to  provide  an  incentive  for  states  to 
keep  their  tax  burdens  on  foreign  insurance  companies  in  line  with  those  of  other  states. 

B.     Massachusetts  Taxation  of  Insurance  Companies 

Massachusetts  taxes  insurance  companies  differently  than  general  business  corporations. 
The  Massachusetts  insurance  tax  rules  distinguish  between  life,  property /casualty,  and  ocean 
marine  companies,  in  addition  to  domestic  and  foreign  insurers. 

Life  insurance  company  tax  rules 

All  life  insurance  companies  operating  in  Massachusetts  are  subject  to  a  two  percent 
premium  tax  on  life  and  accident/health  insurance.  Annuity  premiums  are  not  subject  to  the 
premium  tax,  similar  to  most  states. 

Domestic  companies  may  take  a  credit  for  1.5  percent  of  qualified  investments  made  in  the 
Massachusetts  Capital  Resource  Company.  Domestic  and  foreign  insurers  may  take  a  credit 
for  10  percent  of  assessments  paid  to  the  Massachusetts  Life  and  Health  Insurance  Guaranty 


Association  paid  during  the  past  five  years.  Only  50  percent  of  guarantee  fund  assessments 
are  creditable  in  Massachusetts,  compared  to  100  percent  in  most  states.1 

In  addition  to  the  premium  tax,  domestic  life  insurance  companies  are  subject  to  an 
"investment  privilege  excise  tax"  of  14  percent.  The  net  investment  income  tax  base  is 
computed  by  making  specific  adjustments  to  federal  "taxable  investment  income,"  as  defined 
prior  to  the  1984  federal  tax  law  changes.  To  determine  a  company's  taxable  investment 
income,  its  investment  income  is  divided  between  the  "policyholders'  share"  and  the 
"company's  share",  based  on  a  formula  comparing  the  company's  actual  rate  of  return  with 
its  assumed  policy  interest  rates.  In  most  cases,  the  pre- 1984  taxable  investment  income 
would  be  lower  than  the  taxable  investment  income  calculated  under  current  federal  income 
tax  rules. 

Companies  with  admitted  assets  of  less  than  $240  million  are  allowed  a  credit  against  the 
net  investment  income  tax  of  $500  for  each  $1  million  below  $240  million,  up  to  a 
maximum  credit  of  $20,000. 

Only  net  investment  income  apportioned  to  Massachusetts  is  subject  to  tax.  The 
apportionment  formula  sets  the  percentage  of  total  net  investment  income  allocable  to 
Massachusetts  as  the  sum  of: 

1)  90  percent  of  the  total  premiums  derived  in  Massachusetts;  plus 

2)  10  percent  of  the  total  compensation  paid  in  Massachusetts. 

In  comparison,  income  of  general  business  corporations  is  allocated  to  Massachusetts  under 
the  traditional  three-factor  formula,  based  on  sales  (50%),  payroll  (25%),  and  property 
(25%).  The  higher  weight  placed  on  premiums  reduces  the  net  investment  income  allocated 
to  Massachusetts  for  domestic  insurers  with  out-of-state  sales. 

Foreign  life  insurance  companies  are  subject  to  retaliatory  taxation,  if  the  foreign  insurer's 
state  of  domicile  taxes  Massachusetts  insurers  at  a  tax  rate  higher  than  Massachusetts'  tax 
rate. 

Property/casualty  insurance  company  tax  rules 

All  property/casualty  insurance  companies  (other  than  ocean  marine)  operating  in 
Massachusetts  are  subject  to  a  2.28  percent  premium  tax. 


'See  Thomas  S.  Neubig,  Policy  Issues  and  Economic  Implications  of  State  Taxation  of  Insurance 
Companies,  paper  presented  at  the  Stanford/CEPR  Life  Insurance  Taxation  Conference,  December  11,  1992, 
for  a  discussion  of  guarantee  fund  assessments. 
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In  addition  to  the  premium  tax,  domestic  property /casualty  insurance  companies  are  subject 
to  a  tax  equal  to  one  percent  of  the  company's  gross  investment  income.  No  apportionment 
of  gross  investment  income  between  Massachusetts  and  other  states  is  permitted. 

Foreign  property/casualty  insurance  companies  are  subject  to  potential  retaliatory  taxation. 

Ocean  Marine 

Companies  writing  ocean  marine  business  are  subject  to  a  5.7  percent  tax  rate  on  their  net 
underwriting  profit  allocable  to  Massachusetts,  rather  than  premium  taxation. 

Massachusetts  Insurance  Tax  Collections 

Massachusetts  collected  $277.1  million  in  insurance  taxes  in  fiscal  year  1992,  or  2.9  percent 
of  its  total  revenues.  Table  4  shows  the  tax  collections  by  type  of  domestic  and  foreign 
insurers  and  by  type  of  business  for  the  past  five  years. 

Table  5  shows  that  most  of  the  insurance  tax  liabilities  from  life  and  property /casualty 
insurance  companies  are  from  premium  taxes.  Fourteen  percent  of  total  insurance  taxes  in 
1991  were  from  the  investment  income  taxes. 

The  largest  share  of  insurance  taxes  came  from  the  property  /casualty  insurance  industry,  75 
percent  of  insurance  revenues  in  fiscal  years  1988-92.  Over  the  past  five  years  domestic 
property /casualty  insurance  companies  accounted  for  45  percent  of  the  liabilities;  foreign 
property/casualty  insurance  the  other  55  percent.  Nineteen  percent  of  the  domestic 
industry's  taxes  were  investment  income  taxes. 

Domestic  life  insurance  companies  accounted  for  39  percent  of  total  life  insurance  tax 
liabilities  over  the  last  five  years.  Sixty-seven  percent  of  the  domestic  life  insurance  taxes 
were  investment  income  taxes. 

Ocean  marine  taxes  totaled  $6.1  million  in  1992.  Retaliatory  taxes  paid  by  foreign  insurers 
totaled  $1.7  million  in  1990  according  to  Massachusetts  Department  of  Revenue  data. 


Table  4 
Massachusetts  Insurance  Company  Tax  Receipts,  1988  -  1992 

($  Millions) 


1988 

Fiscal  Years 
1989        1990 

1991 

1992 

Life  Insurance  Companies 

Foreign  Life  Premium  Tax 
Domestic  Life  Premium  Tax 
Domestic  Life  Investment  Privilege  Tax 

Subtotal 
Percent  of  Total 

26.3 
10.8 
15.6 

52.8 
21.9% 

26.5 

9.7 

31.4 

67.5 
22.9% 

23.3 

8.0 

19.2 

50.5 
19.0% 

27.5 
11.0 
13.6 

52.1 
20.0% 

62.6 

9.4 

26.1 

98.1 
35.4% 

Property  and  Casualty  Companies 

Fire  Accident  and  Health  Tax 
(Premium  and  Investment  Income  Taxes) 

Percent  of  Total 

185.6 
76.9% 

223.9 
76.0% 

221.8 
83.5% 

207.8 
79.7% 

169.1 
61.0% 

Other  Companies 

Preferred  Providers  Tax 

Ocean  Marine  Tax 

Savings  Insurance  Premium  Tax 

Savings  Ins.  Investment  Privilege  Tax 

Subtotal 
Percent  of  Total 

2.1 
0.5 
0J 

2.8 
1.2% 

3.7 

0.4 

(0.8) 

3.3 
1.1% 

0.9 

(8.9) 

0.7 

0.1 

a.2) 

-2.7% 

3.9 

(2.D 
0.5 

(1.0) 

1.3 
0.5% 

3.7 
5.1 
0.6 
03 

9.7 
3.5% 

Total  Insurance  Taxes  * 

241.2 

294.7 

265.5 

260.7 

277.1 

Source:  Massachusetts  Department  of  Revenue,  May  17,  1993. 
•Note:  Detail  may  not  add  to  total.  Amounts  in  brackets  are  negative. 
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Table  5 
Insurance  Tax  Liabilities  from  Calendar  Years  Returns,  1986  -  1991  1/ 

(000's) 


Investment 

Total 

Domestic 

Income  Tax  as 

Domestic 

Foreign 

LifeorP/C 

Tax  as  a 

a  Percent  of 

r  i  f  niinn? 

Investment 

Premium 

Insurance 

Percent  of 

Total  Domestic 

Year 

Tn 

Income  Tax 

Tsx2/ 

Taxes 

Total 

Tax 

Life  Insurance  Companies 

1986 

8,353.3 

19,822.4 

36,215.4 

64,391.1 

43.8% 

70.4% 

1987 

10,291.4 

12,211.8 

43,545.4 

66,048.6 

34.1% 

54.3% 

1988 

10,320.7 

18,713.4 

42,615.4 

71,649.5 

40.5% 

64.5% 

1989 

9,569.8 

18,601.4 

45,847.5 

74,018.7 

38.1% 

66.0% 

1990 

7,221.9 

20,640.9 

47,498.0 

75,360.8 

37.0% 

74.1% 

1991 

9,288.2 

19,884.7 

45,677.8 

74,850.7 

39.0% 

68.2% 

Average 

9,174.2 

18,312.4 

43,566.6 

71,053.2 

38.7% 

66.6% 

Property  and  Casualty  Companies 

1986 

34,617.4 

11,417.0 

95,064.8 

141,099.2 

32.6% 

24.8% 

1987 

43,409.5 

12,781.5 

104,063.5 

160,254.5 

35.1% 

22,7% 

1988 

87,363.3 

14,022.0 

107,135.4 

208,520.7 

48.6% 

13.8% 

1989 

81,929.0 

16,707.6 

99,606.7 

198,243.3 

49.8% 

16.9% 

1990 

66,688.7 

16,706.9 

75,843.7 

159,239.3 

52.4% 

20.0% 

1991 

69,769.1 

17,125.9 

97,293.6 

184,188.6 

47.2% 

19.7% 

Average 

63,962.8 

14,793.5 

96,501.3 

175,257.6 

44.9% 

18.8% 

1.  Taxes  from  savings  banks,  preferred  providers,  and  ocean  marine  are  not  included. 

2.  Includes  retaliatory  taxes. 

Source:  Massachusetts  Department  of  Revenue,  May  17,  1993. 
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IV.  POLICY  ISSUES  FOR  MASSACHUSETTS  INSURANCE  TAXATION 

A.     Criteria  for  Assessing  State  Insurance  Taxation 

Four  well  established  criteria  for  judging  a  tax  structure  or  potential  changes  to  the  tax 
structure  are  equity  or  fairness,  competitiveness,  simplicity  in  administration  by  the  taxing 
agency  and  compliance  by  the  taxpayer,  and  the  provision  of  adequate  and  predictable 
revenue.  These  criteria  are  sometimes  incompatible  with  one  another.  A  tax  structure  that 
draws  good  reviews  for  equity,  for  example,  may  be  very  complex  and  impose  high 
administrative  or  compliance  costs.    These  criteria  are  discussed  further,  below. 

Equity 

Equity  or  fairness  relates  to  the  comparative  treatment  of  taxpayers  under  the  tax  law.  Of 
interest  for  business  tax  policy  is  horizontal  equity,  that  is,  the  comparative  treatment  of 
similarly  situated  taxpayers.  Horizontal  equity  does  not  refer  to  trying  to  determine  a  "fair" 
tax  burden  either  for  individual  taxpayers  or  for  the  industry  at  large  in  any  absolute  sense. 
The  goal  should  be  that  two  business  taxpayers  that  are  similar  should  pay  similar  amounts 
of  tax.   Equity  across  companies  or  industries  is  typically  measured  by  effective  tax  rates. 

Competitiveness 

States  compete  directly  for  jobs  and  economic  activity.  A  state  tax  structure  that 
overburdens  an  industry  puts  that  state's  domestic  companies  at  a  disadvantage  and  can 
cause  businesses  to  leave  the  state.  This  raises  issues  both  of  the  statutory  tax  rate  and  of 
the  tax  base.  The  goal  of  competitiveness  at  a  minimum  should  be  to  not  disadvantage 
companies  located  in  the  state  from  competing  in  national  markets. 

Simplicity 

A  formal  way  to  think  of  the  goal  of  simplicity  is  to  minimize  the  total  cost  to  taxpayers  and 
the  state  of  complying  with  and  administering  a  tax.  For  the  taxpayer,  the  major  cost  of  a 
tax's  complexity  is  the  cost  of  record  keeping.  For  an  administering  agency,  costs 
associated  with  processing  returns,  enforcement,  auditing  and  taxpayer  education  all  increase 
with  complexity. 
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Revenue 

Revenue  is  a  sometimes  dominating  concern  for  a  state.  It  has  two  features.  One  is  simply 
the  level  of  collections  associated  with  a  tax.  The  second  revolves  around  the  planning 
aspects  of  the  state  budgeting  function  and  involves  the  stability  and  predictability  of  those 
collections.  Simply  put,  government  needs  to  be  able  to  predict  revenue  collections  with 
a  fair  degree  of  certainty  to  perform  its  budgeting  function  effectively.  Large  swings  in 
revenues  cause  budgeting  problems  especially  if  those  swings  are  unpredictable. 

B.     Trade-offs  Amons  Policy  Goals 

It  would  be  unusual  for  any  government  policy  option  to  achieve  all  four  of  the  policy  goals. 
Trade-offs  between  the  goals  generally  will  be  necessary.  For  instance,  addressing  the 
equity  or  competitiveness  of  the  domestic  insurers  through  lower  Massachusetts  taxes  would 
reduce  state  tax  revenues.  Raising  taxes  on  foreign  insurers  would  increase  retaliatory  taxes 
paid  by  domestic  companies  and  harm  their  nationwide  competitiveness. 

Making  trade-offs  between  the  four  policy  goals  is  especially  difficult  in  state  insurance 
taxation  due  to  three  factors:  (1)  uncertainty  about  the  measure  of  insurance  companies' 
economic  income,  (2)  uncertainty  about  who  bears  the  burden  of  insurance  company  taxes, 
and  (3)  the  unique  system  of  state  insurance  retaliatory  taxes. 

Tax  policy  comparisons  across  companies  and  industries  typically  use  a  measure  of  effective 
tax  rates  for  evaluating  business  taxes.  Average  effective  tax  rates  are  the  tax  burden 
divided  by  economic  income.  To  insure  appropriate  comparisons  of  different  companies  and 
industries,  the  measures  of  tax  burden  and  economic  income  must  be  comparable. 

Without  comparable  measures,  it  is  difficult  to  assess  the  relative  burden  of  taxation  across 
different  types  of  insurance  companies  or  across  industries.  Calculation  of  meaningful 
effective  tax  rates  for  insurance  companies  is  complicated  by  the  uncertainty  about  the 
measure  of  insurance  company  economic  income  and  the  uncertainty  about  who  bears  the 
burden  of  insurance  company  taxes. 

Measuring  insurance  company  economic  income.  Measuring  insurance  company  economic 
income  is  difficult  due  to  the  multi-year  nature  of  insurance  products.  Company  income  is 
measured  net  of  increases  in  reserves  for  payment  of  future  liabilities  to  policyholders. 
Although  estimates  of  future  liabilities  are  made  under  well-established  actuarial  techniques, 
state  regulators  and  federal  income  tax  rules  use  different  assumptions  and  methodologies 
for  calculating  insurance  reserves. 

No  single  measure  of  insurance  company  income  is  generally  accepted  as  the  proper 
measure  for  tax  policy  analysis.     Statutory  net  income  calculated  for  state  regulatory 
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purposes  differs  from  taxable  income  calculated  for  federal  income  tax.  The  major 
differences  include  the  calculation  of  insurance  reserves,  deductibility  of  policyholder 
dividends,  and  the  amortization  of  acquisition  costs.  Federal  taxable  income  for  insurance 
companies  has  changed  significandy  during  the  past  decade,  and  remains  controversial. 

For  example,  federal  income  tax  rules  for  life  insurance  companies  between  1959  and  1983 
generally  included  a  company's  net  investment  income  (net  of  the  increase  of  insurance 
reserves)  plus  up  to  50  percent  of  its  underwriting  income.  The  1959  federal  tax  rules 
became  increasingly  onerous  on  life  insurance  companies  and  subject  to  tax  planning  during 
the  high  inflation  and  interest  rates  of  the  late  1970's  and  early  1980's.  The  reserve 
deduction  was  based  on  a  formula  that  was  an  adequate  approximation  during  periods  of  low 
interest  rates  but  which  reduced  allowable  deductions  when  interest  rates  rose  significantly. 
Some  life  insurance  companies  utilized  "modified  coinsurance"  transactions  to  convert  fully- 
taxed  investment  income  to  partially-taxed  underwriting  income. 

The  1984  life  insurance  company  tax  law  changes  eliminated  the  distinction  between 
investment  and  underwriting  income,  established  tax  reserves  lower  than  regulatory  reserves, 
and  imposed  a  complicated  limit  on  the  deduction  of  mutual  company  policyholder 
dividends.  The  1990  federal  tax  law  changes  required  the  10-year  amortization  of  certain 
policy  acquisition  costs,  which  are  not  amortized  for  regulatory  accounting. 

For  state-level  analyses,  detennining  the  proper  measure  of  income  for  an  effective  tax  rate 
calculation  is  further  complicated  by  needing  to  apportion  the  income  of  a  multi-state 
business  among  the  different  jurisdictions  in  which  it  operates.  The  choice  of  apportionment 
method  can  have  a  substantial  impact  on  the  result.  The  statutory  formula  varies  state  to 
state  and  special  rules  are  often  used  for  specific  industries.  The  choice  of  formula  lends 
a  certain  arbitrariness  to  effective  tax  rate  comparisons. 

Different  measures  of  insurance  company  economic  income  can  be  used  to  calculate 
effective  tax  rates,  but  the  effective  tax  rates  will  vary  by  the  choice  of  the  measure  of 
income.  Statutory  income  for  regulatory  purposes,  federal  taxable  income,  and  income 
measures  with  various  adjustments  (such  as  for  implicit  taxes  paid  on  tax-exempt  bonds) 
have  been  used  in  other  studies.  Policymakers  need  to  understand  the  different  measures 
of  effective  tax  rates  when  evaluating  the  relative  taxation  of  different  insurance  companies 
and  their  competitors. 

Measuring  the  burden  of  insurance  taxes?  The  economic  burden  or  incidence  of  state 
business  taxes,  including  insurance  taxes,  remains  subject  to  considerable  debate. 
Economists  agree  that  business  taxes  are  borne  ultimately  by  households,  either  through 
higher  prices  for  products,  reduced  wages,  or  reduced  capital  income.  On  which  type  of 
households  the  burden  falls,  and  whether  the  households  are  Massachusetts  residents  or  not, 
depends  on  the  particular  tax  and  market  conditions. 
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Broad-based  consumption  taxes  generally  are  assumed  to  be  borne  by  consumers  of  the 
taxed  products.2  The  burden  of  selective  excise  taxes,  such  as  insurance  premium  taxes, 
however,  depend  on  how  consumers  and  companies  react  to  the  tax.  If  consumers  purchase 
the  same  amount  of  insurance  with  or  without  the  tax,  then  they  would  be  likely  to  bear  the 
full  burden  of  the  tax.3 

Realistically,  however,  consumers  are  likely  to  respond  to  higher  prices  of  insurance 
products,  especially  if  other  prices  are  unchanged,  by  reducing  their  purchases  of  taxed 
insurance  products.  Consumers  have  the  alternative  of  self-insurance,  rather  than  paying 
higher  prices  for  purchased  insurance.  When  the  amount  purchased  declines  as  prices 
increase,  prices  will  not  increase  by  the  full  amount  of  the  insurance  tax,  and  the  incomes 
of  insurance  company  employees  and  shareholders  will  decline  as  insurance  purchases 
decline.4 

The  burden  of  corporate  income  taxes  is  also  subject  to  debate.  At  the  federal  level, 
corporate  income  taxes  are  generally  assumed  to  be  borne  by  all  capital  owners  or  split 
between  capital  owners  and  labor.5  The  openness  of  state  economies  suggests  that 
assumptions  made  at  the  federal  level  may  not  hold  at  the  state  level.  Charles  E.  McLure, 
Jr.  has  argued  that  the  typical  three-factor  apportionment  formula  converts  a  state  corporate 
income  tax  into  the  equivalent  of  separate  payroll,  property  and  sales  taxes.6  Under  that 
reasoning,  the  Massachusetts  life  insurance  investment  income  tax  would  be  the  equivalent 


Congressional  Budget  Office.    The  Changing  Distribution  of  Federal  Taxes:  1975-1990.  October  1987. 

3Some  consumers  of  insurance  products  are  non-insurance  businesses,  particularly  for  health  and 
property /casualty  insurance.  If  insurance  taxes  increase  insurance  prices,  the  ultimate  burden  of  the  taxes  paid 
by  local  business  purchasers  depends  on  conditions  in  the  markets  for  their  products.  Higher  costs  for 
businesses  supplying  local  markets  (such  as  service  firms)  are  more  likely  to  be  passed  on  to  residents  since 
all  of  the  local  suppliers  would  pay  the  higher  insurance  costs.  Local  businesses  that  supply  a  national  market, 
such  as  manufacturers,  would  be  less  likely  to  pass  on  above-average  insurance  costs  to  consumers,  and  may 
lose  some  of  their  market  share. 

4Other  factors  to  consider  in  an  analysis  of  who  bears  the  burden  of  state  insurance  taxation  include  state 
price  regulation,  retaliatory  taxes,  and  the  tax  treatment  of  competing  products. 

Congressional  Budget  Office,  The  Changing  Distribution  of  Federal  Taxes.  1975-1990.  October  1987. 

Charles  E.  McLure,  Jr.,  "The  Elusive  Incidence  of  the  Corporate  Income  Tax:  The  State  Case"  in 
Economic  Perspectives  on  State  Taxation  of  Multinational  Corporations  (Tax  Analysts:  Arlington,  Virginia, 
1986). 
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of  a  premium  tax  and  insurance  payroll  tax.7  However,  no  general  consensus  exists 
regarding  the  incidence  of  state  corporate  income  taxes. 

Different  assumptions  about  the  incidence  of  state  insurance  taxes  and  corporate  income 
taxes  will  affect  the  assessment  about  the  equity  of  Massachusetts'  insurance  taxation.  If 
insurance  premium  taxes  are  borne  by  consumers  and  state  corporate  income  taxes  are  borne 
by  shareholders,  then  comparing  premium  taxes  paid  by  insurance  companies  to  corporate 
income  taxes  paid  by  banks  would  be  comparing  "apples  and  oranges".  However,  if  both 
state  premium  taxes  and  corporate  income  taxes  are  borne  partially  by  consumers  and 
partially  by  employees  and  shareholders,  then  effective  tax  rate  comparisons  including 
premium  taxes  would  be  more  meaningful. 

The  incidence  of  state  insurance  taxes  does  not  affect  the  conclusion  about  the 
competitiveness  of  Massachusetts'  insurance  taxation.  Because  the  Massachusetts'  insurance 
tax  imposes  a  heavier  tax  liability  on  domestic  companies,  they  will  lose  market  share, 
irrespective  of  who  ultimately  bears  the  tax  burden.  If  the  investment  income  tax  is  passed 
through  to  customers,  then  domestic  companies  will  have  higher  prices  than  out-of-state 
competitors,  everything  else  being  the  same,  thus  costing  the  domestic  companies  market 
share.  If  investment  income  taxes  are  borne  by  insurance  company  employees  and 
shareholders,  the  lower  returns  to  factors  of  production  in  Massachusetts  relative  to  other 
states  will  cause  the  domestic  industry  to  decline  as  insurance  company  employees  and 
shareholders  seek  higher  returns  elsewhere,  also  resulting  in  a  loss  of  market  share. 

Constraint  from  retaliatory  taxation.  The  policy  goals  of  competitiveness,  equity  and 
revenue  generally  can  not  be  achieved  simultaneously  in  insurance  taxation  due  to  the  system 
of  retaliatory  taxation.  If  Massachusetts  increases  its  taxes  or  fees  on  the  insurance 
industry,  several  adverse  economic  effects  on  domestic  insurers  and  state  revenues  will 
occur. 

First,  higher  Massachusetts  tax  rates  would  increase  retaliatory  taxes  paid  by  domestic 
insurers  to  other  states.  Higher  retaliatory  taxes  on  domestic  insurers  would  be  likely  to 
reduce  their  market  share  in  other  states,  thereby  reducing  taxable  employment  and  net 
investment  income  in  Massachusetts.  Second,  higher  Massachusetts  premium  tax  rates 
would  reduce  the  state's  retaliatory  tax  revenues  from  foreign  insurers.    To  the  extent  that 


7The  domestic  life  insurance  company  tax  liability,  including  the  net  investment  income  tax,  can  be 
represented  as  an  augmented  premium  tax  plus  small  payroll  tax  in  equation  1 : 

1)   Pn*{tp  +  [0.9*(NII/PJ*ti]}  +  Wm*{0.1*(NII/WJ*tj} 

where  Pm  is  premiums  sold  to  Massachusetts  residents,  tp  is  the  Massachusetts  premium  tax  rate,  Nil  is  net 
investment  income,  PM  is  total  premiums  sold  in  the  U.S.,  t;  is  the  net  investment  income  tax  rate,  Wm  is 
wages  paid  to  Massachusetts  employees,  and  W^  is  total  wages  paid. 
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retaliatory  taxes  reduce  foreign  insurers'  market  share  in  the  state,  they  might  regain  some 
market  share  at  the  expense  of  domestic  insurers. 

If  Massachusetts  premium  or  investment  income  taxes  were  raised  only  on  foreign  insurers, 
domestic  insurers  would  become  more  competitive  in  the  Massachusetts  market,  but  higher 
retaliatory  taxes  would  make  them  less  competitive  in  other  states'  markets.  If 
Massachusetts  taxes  were  raised  only  on  domestic  insurers,  they  would  have  higher  costs 
and  thus  become  less  competitive  nationwide.  Higher  taxes  only  on  domestic  insurers, 
however,  may  be  less  harmful  to  the  Massachusetts  insurance  industry's  competitiveness 
than  raising  an  equivalent  amount  of  revenue  from  higher  taxes  on  the  entire  industry  or 
only  on  foreign  insurers.  This  occurs  because  there  would  be  no  retaliatory  tax 
consequences  of  a  change  in  domestic  insurer  taxes  only.8 

C.    Assessment  of  the  Massachusetts  Insurance  Tax  Rules  on  Equity.  Competitiveness,  and 
Simplicity 

This  section  assesses  the  equity,  competitiveness,  and  simplicity  of  the  Massachusetts 
insurance  tax  rules  separately.  Trade-offs  between  the  goals  are  likely  to  be  necessary, 
especially  with  the  system  of  retaliatory  insurance  taxation. 

Equity.  Although  definitive  effective  tax  rates  for  state  insurance  companies  and  their 
competitors  are  not  available,  a  number  of  points  can  be  made  about  the  equity  of  the 
Massachusetts  system  of  insurance  taxation.  There  is  not  a  level-playing  field  with  respect 
to  insurance  taxation  in  Massachusetts. 

1)  Domestic  life  insurance  companies  and  property /casualty  insurance  companies  are  taxed 
differently.  Life  insurance  companies  are  generally  subject  to  a  2  percent  premium  tax, 
while  property /casualty  insurance  companies  are  generally  subject  to  a  2.28  premium  tax 
rate.  Life  insurance  companies  are  subject  to  a  higher  tax  rate  on  a  smaller  investment 
income  base  than  property /casualty  insurance  companies.  Insurance  companies  may  pay 
different  amounts  of  investment  income  tax  depending  on  their  mix  of  business. 

2)  Domestic  insurance  companies  are  subject  to  an  investment  income  tax  in  addition  to 
the  premium  tax,  unlike  foreign  insurers  doing  business  in  Massachusetts.  Massachusetts 
is  relatively  unique  in  that  it  taxes  its  domestic  insurance  industry  more  than  foreign 
insurance  companies.  A  number  of  states  impose  higher  premium  tax  rates  on  foreign 
insurers  than  domestic  insurers  or  provide  special  rules  or  tax  credits  targeted  for  domestic 


8The  relative  advantages  of  different  approaches  in  raising  a  particular  revenue  goal  will  depend  on  how 
much  of  a  company's  business  is  in  other  states  and  the  tax  burden  in  those  states  relative  to  that  of 
Massachusetts'  (the  amount  of  retaliatory  tax  on  their  business  in  other  states). 
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insurers.9  The  investment  income  tax  paid  by  Massachusetts  insurance  companies,  without 
some  form  of  relief  or  limitation  tied  to  premium  taxation,  increases  domestic  insurers'  taxes 
above  similar  foreign  insurers. 

3)  Some  insurance  providers  are  exempt  from  Massachusetts  premium  and  investment 
income  tax.  Health  maintenance  organizations  (HMOs)  and  Blue  Cross  Blue  Shield  plans 
have  historically  been  exempt  from  Massachusetts  tax  for  social  policy  reasons.  Health 
insurance  is  provided  by  these  tax-exempt  organizations  and  taxable  commercial  insurance 
companies. 

4)  Insurance  companies  are  taxed  differently  than  other  financial  service  providers. 
Insurance  companies  often  compete  directly  with  banks  and  other  financial  service  providers 
to  invest  households'  savings.  Insurance  companies  are  subject  to  premium  taxes  on  certain 
insurance  products  (not  annuities)  and  investment  income  taxes,  while  banks  and  other 
financial  service  providers  are  subject  to  different  income  tax  rules. 

5)  Insurance  companies  are  taxed  differently  than  non-financial  corporations  that  may  self- 
insure  rather  than  purchase  third -party  insurance.  Increasingly,  large  companies  self-insure 
their  employees'  health  insurance  plans  and  other  business  risks.  The  choice  between  self- 
insurance  and  third-party  insurance  is  affected  by  the  different  tax  rules  for  general 
corporations  and  the  insurance  companies'  premium  and  investment  income  taxes. 

Some  general  relationships  from  national  statistics  can  illustrate  the  differential  tax  treatment 
of  insurance  companies  and  their  competitors  in  Massachusetts.  As  described  above, 
assessing  equity  requires  making  specific  assumptions  about  the  appropriate  measure  of 
companies'  economic  income  and  also  the  incidence  of  business  taxes. 

Low  premium  tax  rates  applied  to  a  gross  receipts  (premiums)  base  result  in  relatively  high 
effective  tax  rates,  measured  as  a  percent  of  income.  Table  6  shows  the  effective  tax  rate 
using  a  2  percent  and  2.28  percent  premium  tax  relative  to  regulatory  statutory  net  income 
for  life  and  property /casualty  insurance  companies  in  1990,  assuming  state  income  is 
apportioned  by  premiums.  Use  of  a  broader  measure  of  net  income,  such  as  the  federal 
income  tax  base,  would  also  show  relatively  high  effective  income  tax  rates  when  premium 
taxes  are  included. 

Investment  income  can  be  greater  than  statutory  net  income,  as  shown  in  Table  7.  In  1990, 
life  insurance  industry's  net  investment  income  less  the  change  in  statutory  reserves  was  144 
percent  of  its  statutory  net  income.  The  property  /casualty  insurance  industry's  gross 
investment  income  was  250  percent  of  its  statutory  net  income.   Although  these  measures 


'Robert  R.  Baldwin,  State  Taxation  —  Current  Developments,  Domestic  Preference  Taxation  and  Related 
Issues,  paper  presented  at  the  Insurance  Tax  Conference,  October  15,  1992. 
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Table  6 

COMPARISON  OF  PREMIUM  TAX  WITH  NET  INCOME  TAX  RATE 

BASED  ON  1990  NATIONAL  DATA 

($  billions,  unless  otherwise  noted) 


Property  /Casualty 
Insurance 

Life 
Insurance 

Premiums  earned    v 

Premium  tax  rate 

Premium  tax 

Net  statutory  income   2/ 

Equivalent  average  net  income  tax  rate  3/ 


$216.0 

$140.0 

2.28% 

2.0% 

4.9 

2.8 

14.1 

17.4 

34.9% 

16.1% 

Source:  Best's  Aggregates  and  Averages,  1991.    Calculation  of  equivalent  average  net  income  tax  rate  by  author. 

1/  Excludes  premiums  from  group  and  individual  annuities,  although  some  annuities  are  subject  to  tax  in  some 
states.  Net  statutory  income  includes  income  from  annuity  sales,  thus  understating  the  equivalent  income  tax 
rate. 

2/  Net  income  after  policyholder  dividends,  but  before  federal  and  foreign  income  taxes.  Life  insurance  net  income 
is  gain  from  operations  only,  since  net  realized  capital  gains  were  negative  in  1990. 

3/  Assumes  net  income  is  apportioned  based  on  premiums. 
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Table  7 

NATIONAL  RELATIONSHIPS  BETWEEN  INVESTMENT  INCOME  AND  NET  INCOME 
FOR  LIFE  INSURANCE  AND  PROPERTY/CASUALTY  INSURANCE  COMPANIES  IN  1990 

($millions) 


Net  gain  from  operations  1/2/ 


17,443 


Net  investment  income  before  reserves 

Change  in  reserves 

Net  investment  income  after  reserves  2/ 


103,330 
78,208 
25,122 


Ratio  of  net  investment  income  after  reserves 
to  statutory  net  gain  from  operations 


144.0% 


PROPERTY/CASUALTY  INSURANCE  COMPANIES 


Net  income  3/ 

Gross  investment  income  2/ 


14,130 
35,327 


Ratio  of  gross  investment  income  to 
statutory  net  income 


250.0% 


1/  After  policyholder  dividends  and  before  federal  income  taxes 

2/  Does  not  include  capital  gains/losses 

3/  After  policyholder  dividends  and  before  federal  and  foreign  income  taxes 

Source:    A.M.  Best  Company,  Best's  Aggregates  and  Averages,  1991  Editions 
Life-Health  and  Property-Casualty 
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are  based  on  statutory,  rather  than  tax  concepts,  they  show  the  relative  size  of  alternative 
tax  bases. 

The  domestic  life  insurance  investment  income  statutory  tax  rate  is  higher  than  the  general 
corporate  income  statutory  tax  rate  in  Massachusetts.  The  higher  statutory  tax  rate  may  be 
offset  to  some  extent  by  the  apportionment  rules  for  net  investment  income.  Life  insurance 
company's  net  investment  income  is  apportioned  between  Massachusetts  and  other  states 
according  to  a  formula  that  stresses  where  a  company's  receipts  are  earned  (90  percent) 
rather  than  where  its  facilities  (0  percent)  and  employees  (10  percent)  are  located.  This 
compares  to  the  three-factor,  double-weighted  sales  factor  for  general  corporations. 

For  example,  if  a  domestic  life  insurance  company  has  10  percent  of  its  sales  and  100 
percent  of  its  payroll  and  facilities  in  Massachusetts,  then  19  percent  (90%  of  10%  of  sales 
plus  10%  of  100%  of  payroll)  of  its  net  investment  income  would  be  apportioned  to 
Massachusetts.  Under  the  general  business  apportionment  formula,  55  percent  (50%  of  10% 
of  sales  plus  25%  of  100%  of  payroll  and  25%  of  100%  of  property)  would  be  apportioned 
to  Massachusetts.  Thus,  a  comparison  of  life  insurance  investment  income  taxation  with 
general  business  income  taxation  involves  different  statutory  tax  rates,  different  tax  bases, 
and  different  apportionment  formula. 

Domestic  property /casualty  insurance  companies  are  taxed  on  their  total  world-wide  gross 
investment  income.  Although  domestic  property /casualty  insurance  companies  are  subject 
to  only  a  one  percent  tax  rate  on  their  investment  income,  their  tax  base  is  considerably 
larger  than  net  income  and  no  apportionment  is  permitted. 

Alternative  measures  of  effective  tax  rates  could  be  calculated  based  on  specific  companies' 
facts  and  circumstances  to  better  assess  the  equity  of  the  Massachusetts  insurance  company 
tax  rules.  Testing  alternative  measures  of  economic  income  and  tax  burden  would  show  the 
sensitivity  of  effective  tax  rate  calculations  to  different  assumptions.  Calculation  of  effective 
tax  rate  measures  is  beyond  the  scope  of  this  report. 

Competitiveness.  Massachusetts  is  relatively  unique  in  its  taxation  of  insurance  companies. 
Massachusetts  imposes  both  premium  taxation  and  investment  income  taxes  on  its  domestic 
companies,  while  imposing  only  premium  taxation  on  foreign  companies.  No  credit  is 
provided  for  investment  income  taxes  against  the  premium  tax. 

Most  states  rely  only  on  premium  taxation  of  insurance  companies,  and  many  tax  foreign 
insurance  companies  more  heavily  than  domestic  insurers.  The  17  other  states  that  impose 
income  taxation  on  insurance  companies  generally  apportion  income  taxes  on  the  basis  of 
premiums  only  and  allow  income  taxes  to  be  credited  against  premium  tax  liability. 
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Massachusetts  taxes  its  domestic  companies  more  heavily  on  business  sold  in  Massachusetts 
than  it  taxes  foreign  insurers.10  Everything  else  held  constant,  the  higher  effective  tax  rate 
reduces  domestic  insurers'  market  share  in  Massachusetts  below  what  it  would  be  if  all 
insurers  were  taxed  the  same. 

The  investment  income  tax  imposes  an  additional  cost  for  domestic  insurers  selling  in  other 
states.  Massachusetts  companies  pay  the  premium  tax  rate  in  the  state  of  the  policyholder11 
plus  the  Massachusetts  investment  income  tax  attributable  to  the  policy.  In  the  case  of  life 
insurance  companies,  the  taxable  net  investment  income  attributable  to  an  out-of-state  policy 
is  determined  by  the  10  percent  payroll  apportionment  factor.  In  the  case  of 
property /casualty  insurance  companies,  the  additional  tax  is  one  percent  of  the  additional 
investment  income  generated  by  the  policy. 

No  empirical  studies  have  attempted  to  quantify  the  loss  of  market  share  of  domestic 
companies  attributable  to  higher  state  insurance  taxes.  Higher  tax  costs  for  Massachusetts 
companies  must  be  reflected  in  either  higher  premiums  to  customers  or  lower  returns  to 
employees  and  shareholders,  both  of  which  would  result  in  a  smaller  market  share  than  if 
domestic  insurers  were  taxed  similar  to  foreign  insurers. 

Wheaton  estimated  the  effect  of  domestic  state  insurance  taxes  on  the  growth  rate  of  life 
insurance  companies.12  He  found  that  higher  state  insurance  tax  rates  reduce  the  growth 
rate  of  the  domiciled  insurance  companies.  The  Wheaton  study  findings  are  consistent  with 
the  qualitative  conclusions  described  above.  Slower  growth  rates  are  consistent  with  smaller 
market  shares. 

The  Wheaton  study  was  the  first  to  attempt  to  empirically  measure  the  effect  of  state 
insurance  taxes.  He  found  that  during  the  1966-1981  period  each  $10  million  of  additional 
domestic  state  taxes  reduced  annual  growth  rates  of  life  insurance  companies  by  0.4  to 
0.9  percentage  points.  The  magnitude  of  the  effect  reported  is  subject  to  some  question 
based  on  the  methodology  and  data  used. 

First,  company  growth  rates  reflect  different  industry-wide  growth  rates  by  line  of  business 
depending  on  the  company's  mix  of  business.  Pensions  and  health  insurance  have  grown 
faster  than  life  insurance  during  the  past  decade.     Since  different  products  are  taxed 


10t 


Foreign  insurers  subject  to  Massachusetts  retaliatory  tax  may  pay  higher  taxes  than  some  Massachusetts 
insurers. 

"And  an  additional  retaliatory  tax  if  the  Massachusetts  tax  burden  is  greater  than  the  tax  burden  on  foreign 
insurers  in  the  state  of  the  policyholder. 

12William  Wheaton,  "The  Impact  of  State  Taxation  on  Life  Insurance  Company  Growth,"  39  National  Tax 
Journal,  (1986),  p. 85-96. 
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differently  (e.g.,  annuities  are  only  taxed  in  a  minority  of  states),  the  domestic  tax  variable 
depends  on  the  company's  mix  of  business.  Theoretically,  the  analysis  should  hold  the  mix 
of  business  constant  across  companies. 

Second,  the  Wheaton  study  examined  77  companies,  not  affiliated  groups.  Depending  on 
a  company's  organizational  structure,  the  parent  company  may  sell  different  lines  of  business 
than  its  subsidiaries.  If  traditional  life  insurance  lines  are  sold  by  the  parent,  while  new 
products  such  as  guaranteed  investment  contracts  or  universal/variable  life  insurance  are  sold 
by  subsidiaries,  then  parent  companies  with  subsidiaries  may  experience  slower  growth  than 
those  with  no  subsidiaries,  unrelated  to  state  tax  policy. 

Third,  the  study  analyzed  the  effect  of  domestic  state  insurance  taxes,  but  did  not  include 
taxes  paid  to  other  states  (including  retaliatory  taxes)  or  other  state  insurance  assessments 
or  fees.  A  better  measure  would  distinguish  between  domestic  insurance  taxes  and 
retaliatory  taxes  paid  to  other  states.  For  example,  the  Wheaton  study  results  can  not  be 
used  to  distinguish  between  the  effect  of  Massachusetts  investment  income  taxes  and  a 
revenue-neutral  higher  premium  tax  rate. 

Massachusetts  insurance  companies  are  placed  at  a  competitive  disadvantage  to  foreign 
insurance  companies  in  both  Massachusetts  and  other  states  due  to  the  investment  income 
taxes.  How  much  of  a  disadvantage  the  investment  income  taxes  cause  can  not  be 
determined  without  further  empirical  quantification.  Domestic  insurers  do  compete  in  both 
Massachusetts  and  other  states,  so  the  investment  tax  is  not  prohibitive,  but  it  would  be 
expected  to  reduce  Massachusetts  companies'  market  share. 

Investment  income  taxes  accounted  for  66  percent  of  total  revenues  from  domestic  life 
insurance  companies  and  1 9  percent  from  property/casualty  insurance  companies  during  the 
past  five  years.  If  the  investment  income  taxes  were  replaced  with  revenue-neutral  higher 
premium  tax  rates  on  both  domestic  and  foreign  insurers,  domestic  insurers  would  have  to 
pay  higher  retaliatory  taxes  in  other  states.  Since  Massachusetts  premium  tax  rates  are  close 
to  the  median  state  premium  tax  rates,  increasing  the  premium  tax  rate  could  result  in  higher 
retaliatory  taxes  on  sales  in  more  than  half  the  other  states. 

Domestic  insurers  with  multi-state  business  could  pay  more  in  increased  retaliatory  taxes 
than  they  currently  pay  in  investment  income  taxes  if  premium  tax  rates  were  raised  to 
achieve  the  same  revenue  as  the  current  investment  income  taxes.  This  illustrates  the 
difficult  policy  trade-off  between  equity,  competitiveness,  and  revenue. 

Simplicity.  Premium  taxes  and  investment  income  taxes  would  appear  to  be  relatively 
simple  taxes  to  calculate.  Nonetheless,  both  involve  administrative  and  compliance  costs 
due  to  their  complexity.  Premium  taxes  with  different  tax  bases,  tax  credits,  plus  retaliatory 
tax  calculations  in  50  states  involve  significant  staff  time  of  multi-state  insurance  companies. 
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The  Massachusetts  premium  tax  is  no  more  complicated  than  most  other  states.  The  net 
investment  income  tax  for  life  insurance  companies  requires  complex  calculations  separate 
from  the  federal  income  tax  rules  that  have  changed  since  1984. 

Premium  and  investment  income  taxation  may  be  simpler  from  a  policy  perspective  than  a 
net  income  tax,  based  on  the  experience  of  the  federal  government  in  debating  the 
conceptual  issues  involved  in  appropriately  measuring  taxable  insurance  company  income. 
Unlike  the  federal  income  tax,  the  Massachusetts  tax  rules  avoid  the  complex  discounting 
of  property  /casualty  insurance  reserves,  the  amortization  of  deferred  acquisition  costs,  and 
limits  on  policyholder  dividends. 

Premium  and  investment  income  taxes  are  generally  a  more  stable  source  of  revenue  than 
net  income. 


V.    ASSESSMENT  OF  SOME  POSSIBLE  OPTIONS  TO  CHANGE 
MASSACHUSETTS'  INSURANCE  TAX  RULES 

This  section  describes  several  previous  proposals  to  change  the  Massachusetts  insurance  tax 
rules.13  Each  of  the  options  is  evaluated  with  respect  to  its  effect  on  equity, 
competitiveness,  simplicity  and  revenue. 

A.     Eliminate  exemptions  from  the  premium  and  investment  income  tax  bases. 

Premiums  paid  to  health  maintenance  organizations  (HMOs)  and  Blue  Cross/Blue  Shield 
organizations  are  not  subject  to  the  Massachusetts  premium  tax.  Self-insured  plans  are  also 
not  subject  to  state  premium  tax,  although  some  states  impose  premium  taxes  on  third-party 
administrative  services.  Similar  health  insurance  policies  of  other  insurance  companies  are 
subject  to  the  premium  tax  and  the  domestic  insurers  are  subject  to  the  investment  income 
tax. 

Elimination  of  exemptions  would  improve  equity  in  that  similar  products  and  services  would 
be  subject  to  similar  tax  rules.    Repeal  of  exemptions  would  increase  revenues. 

The  historical  justification  for  the  tax  exemption  has  been  the  special  role  played  by  HMOs 
and  Blue  Cross  Blue  Shield  organizations  in  the  provision  of  health  care  and  health 
insurance.  The  insurance  available  from  these  organizations  may  not  be  exactly  comparable 
to  the  insurance  coverage  provided  by  commercial  insurance  companies.  Inclusion  would 
increase    the    administrative     and    compliance    burden    of    the    companies    affected. 


l3These  options  were  initially  discussed  in  The  Massachusetts  Special  Commission  on  Tax  Reform  Report, 
"The  Taxation  of  the  Insurance  Industry  in  Massachusetts,"  April  29,  1987. 
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Competitiveness  would  not  be  affected,  except  to  the  extent  these  organizations  have  out-of- 
state  business. 

B.  Enact  a  premium  tax  credit  for  investment  income  tax  paid  or  repeal  the  investment 
income  tax. 

Most  states  that  impose  both  a  premium  and  income  tax  allow  a  credit  for  income  taxes  paid 
against  the  premium  tax  or  provide  some  other  form  of  relief  from  the  combined  taxation. 
In  most  cases,  premium  taxes  exceed  investment  income  taxes,  so  a  premium  tax  credit 
eliminates  the  second  layer  of  tax  on  domestic  insurers.  Companies  with  small  in-state 
premium  sales  but  significant  investment  income  would  continue  to  pay  some  non-creditable 
investment  income  tax. 

Enactment  of  such  a  credit  or  repeal  of  the  investment  income  tax  would  improve  the 
competitiveness  of  domestic  insurers  in  both  the  Massachusetts  and  national  insurance 
markets.  Their  market  share  would  be  expected  to  increase.  A  credit  or  repeal  would 
improve  equity  by  treating  domestic  and  foreign  insurers  the  same,  and  could  move  the 
treatment  of  life  and  property /casualty  insurers  closer  together.  The  effect  of  a  credit  or 
repeal  on  the  equity  of  insurance  taxation  relative  to  non-insurance  companies  would  depend 
on  the  effective  tax  rates  from  premium  and  corporate  income  taxes.  Elimination  of 
investment  income  taxes  would  decrease  equity  if  premium  taxes  are  assumed  to  be  passed 
through  completely  to  consumers. 

A  premium  tax  credit  for  investment  income  taxes  paid  or  repeal  would  reduce  tax  revenues. 
Repeal  of  the  investment  income  tax  rather  than  a  credit  would  be  simpler,  but  might  result 
in  some  insurance  companies  with  only  reinsurance  or  only  out-of-state  sales  from  paying 
insurance  taxes  to  the  state. 

C.  Adopt  the  federal  income  tax  base  for  insurance  companies. 

The  federal  income  tax  base  could  be  substituted  for  the  investment  income  taxes  or  for  both 
the  premium  and  investment  income  taxes.  The  federal  income  tax  base  includes  both 
investment  and  underwriting  income,  and  thus  might  be  viewed  as  a  more  comparable 
measure  to  net  income  of  non-insurance  companies. 

The  effect  on  equity  and  competitiveness  would  depend  on  the  tax  rates  applied  to  the 
federal  income  tax  base.  Substituting  the  federal  income  tax  base  at  the  general  corporate 
tax  rate  for  both  the  premium  and  investment  income  tax  might  increase  equity  between 
insurance  and  non-insurance  companies.  Piggybacking  on  the  federal  income  tax  rules 
would  tax  Blue  Cross  Blue  Shield  plans  and  non-exempt  HMOs.  Given  the  difficulty  of 
measuring  insurance  company  economic  income,  however,  it  is  debatable  whether  equity 
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is  achieved  between  insurance  companies  and  non-insurance  companies  by  the  federal  tax 
rules. 

Substitution  of  the  federal  income  tax  base  for  both  the  premium  and  investment  income  tax 
would  tax  domestic  and  foreign  insurers  the  same.  If  the  resulting  tax  burden  was  lower 
than  the  current  two  percent  premium  tax  on  foreign  insurers,  then  domestic  insurers' 
retaliatory  taxes  paid  to  other  states  would  be  reduced,  thereby  increasing  competitiveness. 

Piggybacking  on  the  federal  income  tax  rules  would  be  simpler  than  the  separate  calculation 
of  investment  income.  Insurance  companies  would  need  to  apportion  the  federal  income  tax 
base  to  Massachusetts.  If  special  state  adjustments  to  the  federal  tax  base  were  deemed 
necessary,  much  of  the  simplification  could  be  lost. 

The  effect  on  state  revenues  would  depend  on  the  tax  rates  applied  to  the  federal  income  tax 
base  and  the  apportionment  rules  chosen.  The  revenues  from  a  net  income  tax  base  could 
fluctuate  more  than  the  current  tax  base. 

D.    Reduce  insurance  examination  fees. 

In  addition  to  the  taxes  paid  by  the  insurance  industry  on  premiums  and  investment  income, 
insurers  also  pay  fees  and  assessments  to  the  state  Division  of  Insurance.  These  include 
license  fees  for  agent-employees  of  the  firm,  solvency  examination  fees,  and  various 
assessments.  Arguably  under  the  benefit  principle  of  taxation,  these  fees  and  assessments 
should  cover  only  the  cost  of  providing  regulatory  services,  and  should  not  be  available  for 
general  expenditures. 

In  1990,  fees  and  assessments  collected  from  insurance  companies  in  Massachusetts  totaled 
$16.0  million.14  This  compares  to  the  insurance  department  budget  of  $5.4  million.  Fees 
and  assessments  without  commensurate  benefits  or  to  cover  costs  of  the  company  are 
economically  equivalent  to  taxes! 

Many  industries  face  regulatory  burdens  with  fees  and  assessments  and/or  government 
mandates.  When  comparing  effective  tax  burdens  across  industries,  total  taxes  plus  fees  and 
assessment  (net  of  benefits)  and  government  mandates,  if  quantifiable,  should  be  included. 


l4National  Association  of  Insurance  Commissions.   State  Insurance  Department  Resources  Report  (1990). 
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Retaliatory  taxes  often  take  account  of  the  total  burden  imposed  in  an  insurer's  state  of 
domicile.  High  fees  and  assessments  in  Massachusetts  could  increase  retaliatory  taxes  on 
Massachusetts  companies  in  other  states,15   which  would  harm  their  competitiveness. 


VI.  CONCLUSION 

The  tax  rules  in  Massachusetts  apply  differently  for  different  types  of  insurers  and  their 
competitors,  place  domestic  insurers  at  a  competitive  disadvantage  to  out-of-state  insurers, 
and  yield  a  small  percentage  of  the  total  revenue  of  the  state.  However,  any  change  in  the 
insurance  tax  rules  must  reflect  trade-offs  between  equity,  competitiveness,  simplicity  and 
revenue. 

A  definitive  empirical  analysis  of  equity  and  competitiveness  of  Massachusetts  insurance 
taxation  that  addresses  the  difficulties  of  measuring  insurance  companies'  economic  income 
and  determining  who  bears  the  burden  of  insurance  company  taxes  is  beyond  the  scope  of 
this  report. 

While  Massachusetts  insurance  companies  are  placed  at  a  competitive  disadvantage  due  to 
the  investment  income  taxes  imposed  on  domestic  insurers,  the  extent  to  which  domestic 
insurers  have  lost  market  share  due  to  state  taxation  has  not  been  determined,  and  is  beyond 
the  scope  of  this  report.  Proposals  to  equalize  the  treatment  of  domestic  and  foreign 
insurers  would  result  in  (1)  lower  state  revenues  and  a  change  in  their  relative  tax  treatment 
with  non-insurance  companies  if  taxes  on  domestic  insurers  were  reduced  or  (2)  reduced 
competitiveness  of  domestic  insurers  selling  in  other  states  due  to  higher  retaliatory  taxes 
if  Massachusetts  taxes  on  foreign  insurers  were  increased. 


1  Some  states  factor  in  differences  in  the  premium  tax  credit  for  state  guarantee  fund  assessments. 
Massachusetts  only  allows  50  percent  of  guaranty  association  payments  to  be  creditable  against  premium  tax 
ratably  over  5  years.  Most  states  allow  100  percent  of  guaranty  association  payments  to  be  creditable  over 
5  years,  or  to  be  recouped  through  higher  prices. 
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